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Over three months have passed since we last pubhished our report “The Status of
271 and UNE-Platform in the Regional Bells” Territories™. Given the recent
flood of 271 filings with the FCC and the concomitant changes to UNE-Platform
(UNEP) rates made by individua! state commissions, we thought it umely to provide

an update.

B The flood of applications for in-Region long distance entry under section 271
of the Telecom Act {271) is reaching its crest. Fourteen 271s have been
granted 1o the Regional Bells (RBOCs} so far. and the FCC has applications for
seventeen more before it right now: Alabama, Kentucky. Mississippi. North
Carolina and South Carolina for BeliSouth: Colorado. ldaho. lowa. Nebraska.
North Dakota, Montana. Utah, Washington, and Wyoming for Qwest; New
Hampshire, Delaware, and Virginia for Verizon,

B By vear-cnd 2002, we expect 271s to cover all BellSouth states except Florida,
all Qwest states except Minnesota and possibly Arizona, and all Verizon states.
SB( has a good chance of having California granted by year-end. and a slight
chance of having Michigan granted as well. with the rest of the Ameritech
states likely 1o slip into the first half of 2003,

M As the RBOCs have prepared to submit their 271s, they and their state
commissions have made changes to their unbundled network element (UNE)
prices. While commissions do occasiorally change UNE prices independently
of the 271 process—as New York did earlier this year and as Massachusetts,
New Jersey. Texas and Pennsylvania are doing now—most changes have been
made as pan of the 271 process. Thus. both because UNE rates have been
lowered sharply in most states over the Jast year and because the 271 process is
ending, we expect a slower rate of change to UNL prices over the next year or

two than we have seen in the last tew months,

B The actual ymplementation of UNLP accelerated in the last few months. as
competitive carriers (CLLECs) have focused more on this market. WorldCom's
MCI division. 1n partnership with Z-Tel launched its Neighborhood Plan in
April. AT&T has added Jocal UNEP-based service in six states o its original
two since March of 2002 and will probably add another two states this year. In
early 2002, AT&T was offering UNEP-based local service only m New York
and Texas. Since March. it has added Michigan. Georgia. Illineis, Ohio.
California, and New Jersev. It has indicated that it will alse enter Pennsylvania
and Massachusetts ths year. We expect it to push hard in California, where it
will fight hardest to protect its long-distance market. WorldCom's MCI
division intreduced its Neighborhood plan in April and appeared ready to
pursue entry in al least the urban zones throughout most of the country. Entry
by these long-distance carriers (IXCs) has been partly in response to potential
entry by the RBOCs into the long distance market in a given state and partly in
response to lower UNL prices. Given the financial problems at WorldCom and
the changes in AT&T’s structure and management as it merges its Broadband
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unit with Comeast it is somewhat difficult to predict how hard they will push
UNEP. We expect some backing off on WorldCom's part, and a harder push
in a smali number of states on AT&T's,

At least in theory, the greatest exposure to changes in UNL prices is to SBC
ATA&T just began deploving UNEP in Califernia, where SBC will not be able
to respond on the long-distance side till around vear-end 2002. at best. AT&]T
is also in Michigan. Illinois. and Ohio. where it is unlikely that SBC will be
able to respond on the long-distance side till sometime in the first half of 2003.
As we indicate below, UNEP discounts are greatest overall in the SBC Region.
BellSouth is seeing UNLP-based entry primarily in Georgia and Florida. but
ATA&T has not vet entered Florida. Florida is the only state in which we do not
expect BellSouth to have a 271 till late first quarter 2003, Qwest’s rates have
recently dropped in a number of states, so that the Regional average UNLEP rate
has dropped from S28.21 to $23.97. However. we do not believe that entry
into Qwest’s territory 1s a high priority for the IXCs at any price.  Verizon's
rate at $20.23 is the second lowest on a Regional basis., but that rate is
relatively stable vs. Mayv of 2002. It is also worth noting that Verizon has not
lost much market share since rates in New York were lowered in January.
AT&T has indicated that it will enter Pennsylvania and Massachuseuts this
vear, but neither the timing nor the level of effort in those states is ciear to us.

The Supreme Court has atfirmed the FCC's right to designate TELRIC (Total
Elemem Long Run Incremental Cost} as the methodology by which UNE
prices are set. More broadiy, in its May 2002 Verizon Communications v.
FCC decision, the Supreme Court appeared to affirm the FCC's right to
designate any method other than rate-of-return, which is specifically precluded
by the Telecom Act. for the purpose of setting UNE prices.

The long-term survival of UNLEP is. nevertheless, in question. In its May 2002
Verizon decision. the Supreme Court reaffirmed the “necessary and impair™
standard, which it had already highhighted in its January 1999 lowa Utilities
Board v. FCC decision. On May 24th, in 11s USTA v. FCC decision, the D.C.
Circuit of Appeals remanded to the FCC the 1999 UNI order in which the
FCC attempted to refine the list of required UNEs in accordance with the
Supreme Court’s “necessary and impair” siandard. The D.C. Circunt also
vacaied the FCC's line-sharimg order. The IFCC has appealed back to the full

D.C. Circuit some aspects of the court’s decision.

All of these judicial decisions will have an impact on the triennial review
which was mitiated by the FCC in December of 2001 to decide which UNLEs
sull meet the “necessary and tmpair™ test. The triennial review was expected
to conclude this year. 1f the D.C. Circuit does accept the FCC's appeal. we
believe  is unlikely that the FCC will issue an order in the triennial review till
after the court rules. most likely some time next spring. Aside from delaying
the conclusion, the various court decisions are likely to drive the FCC toward a
more granular analysis than it had done in the past. That was the bent of the
current FCC anyway, but the D.C. decision reinforces it.  For example, we
would not be surprised to sce switching removed as an e¢lement in some
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markets tairly quickly and in others over some longer transition period.  Other
elements also might be removed over time in some geographic and customer
markets. 1f the FCC decides to take granularity down to the wire-center level,
it may leave actval implementation in the hands of the states. but with fairly
tight rules to guide that implememation. In the context of UNEP, what is
significant about the removal of an individual element is that it makes it
necessary for the CLEC to do some work 1o reassemble the line when it inserts
its own equipment. That will make it more difficult 1o move large numbers of
customers rapidly. Thus. the timing and outcome of the trienmal review 1s
very important both to the CLECs/IXCs who use UNLP and to the RBOCs
who are whelesaling lines to those CLECs/AXCs at deep discounts.

The actual financial impact of UNEP on either the RBOCs or their competitors
is. of course. what investors care about. Unfortunately, it is difficult to
quantify because it depends so much on the companies’ strategies. The more
CLLECs are able 10 cream-skim in a given market, the better their own margins
and the greater the damage to the RBOC. The CLECs' ability to cream-skim,
in twm. depends not only on the CLECS™ own strategies. but on the RBOCs’
win-back efforts, which often include the introduction of new pricing plans and
the RBOCs™ ability to offer all-distance plans. Thus, damage to the RBOCs’
financials comes net only from the conversion of retail revenues to wholesale
reversues, but from a broader repricing in response to competition. The offset
from long distance appears to be fairly minor, at this point.  Although
ultimatelv all-distance customers may be “stickier” than those who use only
one service, initially both sides are likely to spend more on marketing to fight
churn than they did before.

QOur May 1, 2002 report included one effort at such an analysis. It found that
UNEP creates a discount of about 19% to 42% below retail residential revenue.
Using the same retall rates, those discounts would now range from 24% to
50%.  Another way to look at the issue is to use the FCC's rate reference
book, which relies. in turn, on TNS hill-harvesting data.  According 1o this
data, average residential spending per household on local service is $426 per
vear and on long-distance $176 per vear. Assuming 1.2 lines per household,
that would equate to about 30 per line in local revenue plus about $4 per iine
in access charges for a total revenue per line of about $33-$34. That figure
falls within the range of $30-$34 for retail consumer revenue that we had
estimated in May. although both calculations present potential problems. For
the TNS data, specifically. it is not clear whether taxes and Universal Service
Fund contributions which an RBOC would simply pass through to the
government are inciuded in the revenue. With that caveat, we are using $33.50
as a national average residential rate, That leads 10 UNEP discounts on a
Region-wide basis of 27% in BellSouth, 28% in Qwest, 48% in SBC. and 40%
i Verizon. The TNS numbers also indicate that the RBOC would need to gain
more than three long-distance customers to make up for the revenues from any
local customer it Joses ($474 of local plus access revenue vs. $128 of long-
distance revenue net of access). And--given the different margin structures of
the industries- -it needs more than that to make up for the lost cash flow. Of
course. to the extent that an IXC can capture small business customers whose
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retail spending 1s higher than that of consumers. the damage to the RBOC 1s
greater. For some time. at least. while the industry restructures nself into an
“all distance” market, the UNEP vs. 271 game is likely to be “negative-sum.”
with both the RBOCs™ and IXCs™ profits hurnt by lower revenue and higher
marketing costs.
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Changes in methodology and corrections of errors:

B  We chanped our MOLU (munutes of use) assumption from 1200 w 1411,

account for toll minutes. based on footnote 252 of the FCC's Pennsvivania

order,

For the columns that calculate full UNEP hased on DEM (dial-equipment
minutes). there is no change. Thus. for comparison. we are showing full UNLEP
based on DM for both May and August in our tables.

We corrected an ervor in the formula that calculated amortized non-recurring
charges for Verizon's MA, NH. NY. DE. PA. For NV. KS. MO, OK and TX,
we now have some non-recurring charges that we did not have in our last
neration, For Marvland. we are no longer using the compliance rates that we
used 1n May.  Siatewide loop rate averages changed in several BellSouth,
Qwest and Vernizon states, though the actual rates did not. based on new
estmates of the distributions of lines per zone: KY, LA, MS, §C. NM, ML R],
PaA.

Once we assemble our data, we ask all the relevant state commissions. RBOCs
and the two major IXCs 1o comment on 1ts accuracy. We received specific
feedback on the accuracy of our tables from all the RBOCs and many states.

oo RSN
UNE prices continue to trend down.

For all RBOCs the full UNIP average (assuming DI:M) dropped by 10% from

that which we reported in May,

On a national basis. full UNLP average (assuming DEM) now stands at $20.28

vs the $22.58 average we reported in May,

The range 15 a lugh of $24.38 for BellSouth and a low of $17.50 for SBC,
within the range we predicted in our May report.

SBC experienced a roughly 20% decling (with an even sharper decline in
California) and Qwest experienced a roughly 13% decline in full UNLP

(DEM) average since our May report.,

The RBOC-wide total switching and transport average dropped 21%. from the
$8.34 we reported in May 10 $6.59 in August,

Several states” full UNEP (DI:M) price appear to increase or actually increased
from that which we reported in May. In some cases. as noted above, we
changed the non-recurring formula. In some cases we changed the distributton
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of loops among zones. thus changing the average. Ina few cascs. rates actually
rose. In Al FL. LA, M5 and SC. there is now a cross-connect charge that 1s
part of the non-recurring charges that we amortize. In Oregon. the pon rate
increased slightly,

- Anna Maria Kovacs, Ph.D. CFA
— Kristin L. Burns, Ph.D.
Gregory S, Vitale
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Company Name Symbaol
BellSouth BLS
SBC SBC
Qwest Q
Verizon VZ
AT& T
WorldCom's MCI WCOLQ
Z-Tel ZTEL
Comcast CMCSK
Dow Jones [ndustrial DITA
S&P 500 Stock Index SPX
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SBC Communications, Inc. (SBC)
Meeting with SBC CFO highlights key
inttiatives; no estimate or ratings change.

Stockdata L Price performance M 3M 1M
52-week range US$47.34-23.30 Absolute 5% -19%  -35%
Yield 3.8% Rel to S&P 500 -7% -7% -17%
Capitalization Forecasts/valuation 2002E 2003E
Market cap US593.5bn Epst Us$2.30  US$2.30
Latest net debt/{cash) - GSCOPE EPS . - -
Free float - GSCOPE P/E T T

Shares outstanding 3325mn * May differ from US GAAP

SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entry in
key locations, combined with the lowest UNE-P rates in the country, have uniquely
exposed SBC to profit-ecoding share loss. Despite this, SBC's CFO Randall stephenson still
sees stable cash flows through aggressive cost cutting, combined with the ability to
maintain trends in share repurchases and dividend hikes. Consolidation in wireless is
another key objective of SBC. Acknowledging the proliferation of conversations among
wireless carriers, Stephenson indicated all talks are still preliminary. in the meantime
Cingular is raising prices, sacrificing sub growth, and looking to improve profits.

Full details

WHAT TO DO WITH THE STOCK? We continue our cautious view of telecom. although
recent stock price declines make us somewhat less cautious.

Within the group the Bells and rural telcos should provide the best returns. And. within
the Bells. we continue to view Verizon as the best choice right now. As management
indicates. share loss 10 UNE- P i5 going to be quite damaging to SBC. And we believe it
will suffer the greatest consequences of this phenomenon among the three Bells. Thus. the
valuation premium that SBC trades at relative to Verizon on P/E. EV/EBITDA. and
dividend vield is probably not sustainable over the next six months. We continue to use our
current EPS estimates of $2.30 for this vear and next.

UNE-P ABIGC PROBLEM WITHOUT LD. SBC has becn the most vocal critic of

UNE- P, and is working hard to raise prices and diminish the negative effect. In the
absence of pervasive long distance approval. UNE- P has been and will continue to be very
damaging 10 SBC. With LD appreval in the Ameritech region not iikelv until the middle or
second half of '03. and California not likely untit vearend 02 SBC stands quite exposed at
the mament. FHpwever, we should not extrapolate the SBC experience uniformly to the
other RBOCs. No others face the unique combination of low priced UNE— P, high
residential rates (in the Ameritech region). big concentrated indusirial states. and no LD
capability. Thus. we don't see Verizon in particular. and BellSouth to a lesser degree has
having the same degree of expasure. S¢. ves. if an ILEC loses a customer to UNE-P it's a
big hit to the bottom line — but it has to lose the customer for the hit 16 be taken.

And in our view VZ and BLS are likelv 1o be able 10 offset this materially better than SBC
over the next year. It should be noted that SBC has been enjoving these same benefits share
retention in its states where it has long distance approval. SBC intends to file cost studies
in key jurisdictions. using the regulatory path as one attempt at raising rates.

l[n addition. it continues to 1ry e use bundling as aggressively as possible to offset share
058,

WIRELESS CONSOLIDATION A KEY OBJECTIVE. Newspaper reports have

FOR IMPORTANT INFORMATION ABOUT GOLDMAN SACHS' RATING SYSTEM AMD OTHER DISCLOSURES, REFER TO
THE END OF THIS MATERIAL, GO 7D http://www.gs.com/research/hedge.html. CR CONTACT YOUR INVESTMENT
REPRESENTATIVE.
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exaggerated the speed of wireless consolidation and the progress that has been made 1o date
However. the desirability of getting a deal done is obvious. and the company acknowledged active
conversations. Mr. Stephenson noted that of the two options for deals AWE presents less dilution
hut greater regulatory and integration hurdles. Voicestream presents higher dilution but far easier
regulatory approval and integration. Furthermore. similar 1o press accounts. he indicated a deal
for Voicestream may be impractical without taking in DT as an equity participant (i.e. no all- cash
deal ) And. impaortantlv. SBC is open to that possibility

WIRELESS PRICE HIKES DESPITE SLOWER SUB GROWTIHL The healing effects of wireless
mergers are not nearly upon us vet  In the meantime. Cingular is taking steps to "heal thyself.” The
price hikes are geared 1o boost profiability, even as it sacrifices sub growth. The panicular
increase in national plan rates announced this week are geared to both reduce off— network
roaming costs and slow down the consumption of TDMA network capacity. SBC and BLS are [ully
expecting their joint venture 1o experience low to no sub growth as a result of these actions as well
as the customer churn that will be stmulated by the WorldCom reseller shift.

CAPEX TO REVENUE SHOULD BE NO HIGHER THAN 15%. AND WILL BE LOWER
ARSENT GROWTH. There is a broad effort to cut capex in both wireline and wireless operations.
In wireline. Stephenson indicated that current thinking is that capex to sales should be no higher
than 15% and that in the current environment it should be no higher than 13%. and vet it is.
Thus. further capex cuts should occur, Inour view . if demand recovery continues to falter it
would not be surprising to see capex to sales fall below the 13% rate. as it has in other countries.
On the wireless side. capex cuts are also anticipated. In our view. slower capex spending in
wireless is further supported by the prospects of indusiry consolidation

COST REDUCTIONS KEY TO MAINTAINING EARNINGS AND BOOSTING MARGINS, SBC
sees the margin differential berween it and VZ and BLS as indicating an opportunity for further
cost cuiting. Pointing to opportunities in consolidating call centers. raising efficiencies in network
operations and generallv trimming overhead costs, Stephenson is focused and confident in using
these steps ro help improve margins in the face of share loss.

CALIFORNIA DSL EXPERIENCE GIVES CONFIDENCE IN LONG TERM POTENTIAL In
California. SBC is enjoving the benefits of scale DSL operations. having achieved aboui 10%
penetration so far. As g result. operations are already EBITDA positive and on the trajectory to
reach SBC s rargered hurdle rate.

The steps that got California 1o scale include: an effective self- installation program. low help
desk costs: effective churn comtrol {down towards 2 3% and effective marketing against the
cable aperators. SBC believes that mass market deplovment of DS will secur . and that tered
offerings are one step in getting there. This will allow lower monthiv prices for lower speeds. but
should be able to maintain an average monthly price of approximately $40. This is a little higher
than aur long term estimarte. hut directionally our models look ar the market In the same way.
Due to the absence of long distance approval in California and the Ameritech states. SBC will
continue 1o trv 1o bundle DSL as a wav of offsetting share loss indicating thar churn lalls 75% for
those customers taking 1381_on top of their local service
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Bells Retrain Guns on UNE-P, but Quick Kill Unlikely

All relevant disclosures appear on the last page of this report.

KEY POINTS:

®* We believe the debate at the FCC over the future of UNE-P has surpassed the
broadband debate in intensity and near-term importance for the telecom
sector, as the Bells have been thrown on the defensive due to line losses to
rivals.

®* We believe that the Bells (SBC, BLS, Vi, Q) will have a difficult time
convincing regulators to quickly eliminate the rights of local ‘competitors to
lease cut Bell networks (UNE-P} at deep discounts. This is problematic for
all the Bells but, in our view, is particularly preocblematic for SBC as its
lack of long-distance progress in the Ameritech region makes it more
vulnerable to UNE-P competitors. The Bells could gain some immediate relief
in business markets {(as well as some relief toward deregulating their
broadband offerings in separate proceedings), but we doubt the FCC will
eliminate UNE~P in residential markets in the near term.

®* We believe the Commission is likely to establish a sunset or triggers for
phasing out UNE-P., While the details of such rules are far from settled, we
think the result will give key UNE-P providers, WorldCom (WCOEQ) and RT&T
(T), time to continue to change the facts on the ground. The more they win
new local customers, the more they increase the potential for a backlash if
the phase-out dismantles the main platform for residential competition.

* Even if the FCC scraps or pares back UNE-P, many state regulators would
likely try to retain it. Also, all decisions would be subject to court
challenge that could take years to resolve, with the courts likely to
maintain the legal status guo in the meantime.

* while the Bells will not gain immediate regulatory relief, we believe that
through bundling and other marketing efforts, they can significantly reduce
the negative impact of UNE-P competition.

* We believe ancother potential nightmare for the Bells would be if cable
begins using UNE-P to accelerate its budding cable telephony offerings.

As we noted when WorldCom announced its "Neighborhood” plan, the intensified
efforts by WorldCom (WCOEQ) and AT&T (T) to compete using the Bell

Unbundled Network -Elements Platform (UNE-P) has dramatically raised the
stakes of the FCC unbundling policy debates. (See ocur April 23 note WCOM/MCI
Bundled Phone Offer Challenges Rivals and Regulators.) The most recent Bell
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a
discussion of the economics of UNE-P, see the report by our colleagues Daniel
Zito and Brad Wilson, Cautious Long-Distance Outlook, June 27, 2002. For a
state-by-state UNE pricing and sensitivity study, see attachment to VZ:
Comments on RBOC Weakness, August 21, 2002, by our collegues Michael J.
Balhoff and Christopher. C. King.)

The impact of UNE-P has caused the Regional Bell Operating Companies

{SBC, BLS, Q, V2) to shift their priorities in seeking regulatory relief.

bt firetrall enm/links/30/30972404298731208374/291733982850.../601997400 htm  8/26/2002
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While the core Bell policy thrust had been to gain deregulation of their
broadband services, recent events suggest the Bells have ramped up their
lobbying efforts to cripple the ability of competitors to use UNE-P to gain
market share in the traditional voice market.

Some in the Bell camp have predicted the FCC will act to eliminate UNE-P in

a flash cut. FCC action on UNE-P is still months away (probably 4-8 months)
but cur current view 1s that prediction is likely to prove largely inaccurate
in the near term, particularly concerning the availability of UNE-P in
residential markets. This note outlines some of the dynamics affecting the
resolution of the UNE-F debate.

Background on UNE-P. UNE-P offers competitors an opportunity to use

all the UNEs at discounted "TELRIC" (Total Element Long Run Incremental Cost)
rates and to add further value-added services on top of the platform.
Bcecording to an industry estimate building on a FCC survey of incumbent local
exchange carriers (ILECs), of the 20-plus millicn lines won by long-distance
companies (IXCs) and other local competitors (CLECs) as of June 2002, about
7.7 million are UNE-P based. It is the fastest growing method of competitive
entry. In 2001, according to FCC data, more than 60% of the CLEC line growth
was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing
most of the UNE-P line growth but other companies are responsible for about

43% of UNE-P lines.

Reasons for Increase in UNE-P Competition. While UNE-P has been available

for some time, its use has ramped up significantly over the last year. In our
view, this is due to two critical developments. First, numerous states have
lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient
long-distance entry to give the IXCs the incentive to more aggressively use
UNE-P to protect their existing markets.

Differing Impact on the Bells. UNE-P has had a differing impact on each of
the Bells, affecting SBC and BLS more negatively in the last quarter than V2.
The reason for this difference, in our view, is that VI's relative lead in
gaining long-distance entry (with 74% of its lines already eligible) has
given it the ability to bundle local and leng distance in more states,
providing a stronger defense against competition. As a measure of the value
of long distance offerings in combating UNE-P competition, we note that SBC
estimates that where it offers long distance, it doubles its winback rates.
We also think that V2's intensified strategy of bundling their landline voice
services with wireless and Internet access services will provide an even
stronger defense against UNE-P competitors. -

We surmise that BLS will have greater success in stemming the tide of UNE-P
line loss once it gains the right to offer long distance services in more
states. It currently has applications pending in 5 of the remaining 7 states
where it cannot offer such services. An FCC decision on these 5 is due in
mid-September and we believe the prospects for approval are good.

In light of UNE-P competition, SBC's problems in advancing its Sec. 271
long-distance applications become more important to SBC's financial picture.
This is particularly true in the Ameritech region and California. SBC has a
large window of vulnerability in the Ameritech region where state regulators
have been aggressive in providing incentives for UNE-P competiticn, but SBC
has not made significant progress with the testing and verification required
for Sec. 271 approval. In California, SBC has better prospects, as it hopes
to send the FCC its long-distance application in .September. Given the TELRIC
price cuts just announced by the state PUC and California's size, we expect a
major push by T to sign up customers before SBC gets approval to offer long
distance services.

Q has some vulnerability to UNE-P, due to its lack of long-distance

approval, but we expect O to gain approval to offer long distance services in
a number of states in the next several months. While Q's states are not the
highest priority states for the UNE-P based competitors, we note that UNE-P
competition has attracted more than 5% market share in Iowa, North Dakota
South Dakota, and Wyoming. ‘
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The Bells' Attack on UNE-P. The Bells have two basic strategies for

attacking the viability of UNE-F. First, they can challenge the TELRIC
discounts at both the federal and state levels in an effort to raise UNE-P
rates and sgueeze their competitors’ margins. Verizon recently toock this tact
at the FCC through a letter by its General Counsel suggesting ways the agency
could "clarify" TELRIC, 2ll in ways that would have the affect of raising the
price for competitors. We expect the other Bell companies to join this
effort. The Bells are also likely to challenge individual state UNE pricing
decisions in regulatory proceedings and in court. For example, SBC has
already filed a petition to raise TELRIC rates in OH and we have heard they
are considering filing a petitien to do the same in Illinois, though they are
waiting until after the November election, in which three of the five members
of the State PUC could change. The Bells are also contemplating filing suits
challenging some of the states' TELRIC decisions as an unconstitutional

taking.

Second, as part of the FCC's "Triennial Review" proceding, the Bells hope

to convince the FCC to remove certain elements, most notably switching, from
the UNE list. Such a decision would not only raise the cost of providing
services through UNE-P, it alsc would make UNE-P impractical for the consumer
market due to the difficulty of seamlessly migrating tens of thousands of
lines from the ILEC's to the competitor's switches. We note that as offering
unbundled switching is specifically listed as one of the reguirements for
gaining long-distance entry, the legal burden of eliminating the requirement
is likely to be higher.

While the Republican majority at the Commission wants to move in a
deregulatory direction, we do not believe that majority has yet decided how
that impulse should be channeled in revising the UNE rules. The staff is
evaluating the effects of UNEs in various markets, and that analysis,
particularly regarding the impact of UNE-P on investment in facilities, could
swing any of the commissioners in different directions. (The review is at an
early stage as the staff is currently immersed in evaluating 17 pending Sec.
271 applications.) But some of the dynamics affecting the UNE-P policy

process are already apparent.

FCC Direction: Set Out Path for Gradual Elimination of UNE-P. We

believe that the FCC is likely to view UNE-P as a transitional vehicle to
more facilities~based competition. We also believe that the Commission views
the D.C. Circuit's May 24 USTR v. FCC ruling on UNEs favering the ILECs, as
subjecting any decision to eliminate an element on a national basis to a
material legal risk. In that light, we believe the Commission is likely to
view its job in the Triennial Review not as deciding whether to keep or
eliminate UNE-P, but rather to set forth the right balance of incentives and
market signals for creating a glide path from UNE-P to facilities-based
competition.

Transitional Tools: Sunsets and Triggers. There are two basic ways the
Commission could act. First, it can eliminate UNE-P at a date certain (a
"sunset”). While that approach provides the most market certainty, it is
legally vulnerable. Critics could attack an FCC projection of future market
conditions as not reflecting the requirement that competitors' should be able
to gain access to network elements without which their ability to compete
would be "impaired.” One way to mitigate the legal risk is to provide a
ngoft" sunset in which the date merely creates a presumption that the FCC
would act to eliminate UNE-P. While such a rule is more defensible, it
provides less certainty to the market and the companies, effectively delaying
the ultimate debate for another day; a day, it is worth noting, in which the
composition of the Commission and the market structure of the telecom
industry could be very different.

{continued...) .
First Call Corporatiocn, a Thomsen Financial company.
Rll rights reserved. 888.558.2500
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The second method is to provide "triggers" by which the Commission would
N measure whether access to switching, or the UNE-P platform, is no longer
needed. These ccould include competitive metrics, such as a market share loss,
m or technical prerequisites toc a healthy unregulated wholesale market, such as
electronic loop provisioning. Triggers would be stronger legally but would
- retain market uncertainty about the long-term prospects of UNE-P. Further,
- there is a guestion as to whether the federal or state regulators would have
= the task of doing the fact finding on the triggers, a decision that could
- further impact the timing of when and whether the trigger is actually pulled.
R Another way of transitioning away from UNE-P is to continue to require the
- Bells to provide access to the platform but to no longer reguire TELRIC
_ pricing. Rather, the price could be set by the states as a tariff that would
- have to be "just and reasonable.™ While this would probably increase the cost
to competitors, it would likely involve lengthy litigation and regulatory
- delay.
— We believe the debate over UNE-P will ultimately move to a debate about
- this transition. In such a debate, just like the legislative and regulatory
- debate over the ld-~point checklist for Bell long-distance entry, details are
- critical. Alsc, just as with the legislative and subsequent regulatory fights

over Section 271, the significance of the details is both a market structure
- issue (that is, how will the market look when the transition is over) and a

timing issue (that is, how long will it take for the sunset to occur or the

trigger to take affect.) The Bells will be arguing for fast, certain and

- limited transitional elements; their opponents will argue for the opposite.

- The critical point, from our perspective, is that adoption of sunsets or

- triggers will not end the debate; rather, just as with Section 271, it
changes the debate but inevitably leads to a longer time period before a

- material change in the current status.

Eliminating UNE-P Quickly: The Bells have some hope. The Bells still
have some hope of either eliminating or quickly transitioning away from UNE-

-
P. This is particularly true regarding switching for business offerings.
- First, we note that the analysis for using UNE-P to serve business and
- residential customers is different. We believe the FCC is more sympathetic to

- the Bell's case for paring back unbundled switching in business markets, as

= competitors have installed numerous switches to serve such customers. Such
installations call into gquestion whether new entrants' ability to compete in
business markets would be impaired without unbundled switching. We think the

=
FCC generally wants to cut back on the use of UNE-F for business customers,

m It could rule, for example, that the current exemption of unbundled switching

’ for customers with four or more lines should apply in all markets, and not

- just the top 50. An alternative approach would be tec have a trade-off between

=~ the number of lines and the market size, such as an exemption for the smaller
markets {(i.e., markets 50 thfough 100} where the line count was greater '

= (i.e., 12 lines or higher.) R key political issue here is whether small
business advocacy groups, which generally do not engage in telecom policy

] debates, will fight any further restrictions on the use of UNE-P.

- Regarding UNE-P generally, FCC Chairman Michael Powell and other key

: policymakers have expressed a preference for facilities-based competition.

- Some gfficials believe that UNE-P does net really provide sustainable, new

- benefits to consumers and therefore should eventually be eliminated. The

. Bells yill use their.depressed stock prices and earnings to argue that the

. economics of UNE-P will cripple the last remaining strong players in the
telecom sector, ILECs, and thereby threaten network investment and

. reliability. Market trends toward the end of the decision-making process
could affect the details of the transition that the FCC ultimately chooses

- The Bells will also benefit from the reduced political firepower of the .

- IXC/CLEC sector. With WorldCom and others under enormous financial

. constraints, the competitors' ability to utilize a battalion of lawyers,

2
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